We examine foreign acquisitions of United States banks around the time of the ownership change to determine whether the observed poor performance of foreign subsidiaries is the result of changes in business strategy or the preexisting characteristics of the target bank. We find that many of the problems were already present at the time of acquisition. However, changes in business strategy by the foreign owners were generally not successful in raising the bank's performance level to that of its domestic peers.
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The Poor Performance of Foreign Bank Subsidiaries: Were the Problems Acquired or Created?
Introduction
Increasingly, banks are expanding their operations beyond their own national borders.
However, numerous studies have found that foreign banks are neither particularly profitable nor particularly efficient relative to their domestically owned peers. Nonetheless, foreign bank entry into the United States has continued. A question of interest concerns the contribution of foreign bank management to the observed underperformance of foreign-owned banks in the United States compared to their peers. In particular, is it management's decisions about which banks to acquire or their operating decisions after the acquisitions that account for the disparity in performance?
One possibility is that foreign banks acquire domestic banks that already perform poorly, as shown by a low return on assets, low capital ratios, and poor loan quality. The motivation for such a strategy would be that poor performers provide a relatively low-cost entry vehicle. New management would then attempt to improve the long-run performance of the bank with better underwriting standards and risk management or through other changes in business strategies.
Alternatively, the target bank may provide a mechanism to exploit expertise and/or cost advantages of the new foreign owner, whether or not the target bank has been a poor performer.
In that case, changes in business strategy would occur only to the extent that the target does not already have the characteristics desired by foreign management. To the extent that the new management changes the business strategy of the target and is not fully successful, the performance problems documented in previous studies would be created by management operating decisions rather than acquired with the target.
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To address the question of the extent to which the problems of foreign-owned banks have been acquired or created, one should focus on the transition period surrounding the change in ownership, a period that most recent studies have intentionally omitted. In particular, we 1 examine whether banks targeted by foreign acquirers are less healthy than targets of domestic bank holding companies or than banks in general. We also examine whether the business strategies of the target banks changed after their acquisition by foreign owners.
Although we employ a very different research methodology than previous studies, our results reinforce the findings of earlier studies that foreign-owned banks in the United States perform less well than their domestically owned peers. Overall, the results suggest that foreign banks do tend to acquire less healthy banks. U.S. banks acquired by foreign banking organizations tend to be less well-capitalized than their peers, and their problem loans tend to increase immediately following the acquisition. Second, foreign owners do little to permanently solve their problems. Foreign acquirers do change the business strategies of their targets, improve loan quality, and initially improve capital ratios, but despite these changes banks acquired by foreigners continue to have lower returns than their domestically owned peers, whether acquisition targets of domestic bank holding companies or U.S. banks in general. Thus, we find that choice of target and choice of business strategies each play a role in the poor performance of foreign-owned banks in the United States.
The next section of the paper provides some background on the presence of foreign banks in the United States. The third section describes the data and methodology for examining both the condition of target banks at the time of acquisition and the resulting changes in asset and 3 liability management. The fourth section reports the results from the empirical tests. The final section provides the conclusions.
Background
This study investigates the behavior of commercial and savings banks in the United States that have been acquired by foreign entities and allowed to continue to operate as a separate entity. Thus, the term "acquisition" will refer to an ownership change that does not involve a 2 merger of bank balance sheets. We focus on the periods immediately before and after the acquisition, comparing target bank behavior across these periods, as well as with the behavior of targets of domestic bank holding companies and with domestically owned commercial and savings banks not experiencing a change in ownership. Focusing only on changes in ownership in which the acquired bank retains its charter, rather than on mergers, allows a direct comparison of the behavior before the acquisition with that of the same entity after the acquisition, where the primary difference is in the identity of management.
Several recent studies have documented that foreign-owned banks are not as profitable as their domestic peers. Seth (1992) and Nolle (1995) found that foreign-owned banks were not as profitable as domestically owned banks, based on aggregate profits. DeYoung and Nolle (1996) use a profit-efficiency model and conclude that foreign-owned banks were less profit-efficient because of their reliance on purchased funds. Molyneux, Remolona, and Seth (1997) use a simultaneous equations framework to describe the profitability of foreign-owned banks and conclude that their profitability was related to capital ratios, commercial and industrial (C&I) loan growth, and asset portfolio composition. This more recent literature is broadly consistent with an 4 earlier literature from the 1970s that also found foreign-owned banks to be less profitable (Hodgkins and Goldberg 1981; Houpt 1983 Nolle (1996) show that input inefficiency, rather than output inefficiency, likely explains the lower profitability of foreign-owned bank subsidiaries.
Patterns of Foreign Acquisitions
Foreign-owned bank subsidiaries, defined to include both commercial and savings banks but not branches and agencies of foreign banking organizations, were present in 23 states and the On the other hand, both sales of foreign-owned banks to domestic banking organizations and mergers of banks within the same foreign-owned holding company can account for reductions in the number of foreign-owned bank charters. In many states, much of the reduction in the number of foreign-owned banks has been the result of the consolidation of affiliate banks rather than the exit of foreign banking organizations. For example, Bank of Ireland purchased 11 commercial and savings banks in New Hampshire in 1988 and then gradually consolidated them; the surviving entity was eventually sold as a single bank to Citizens Bank (owned by Royal Bank of Scotland). The table shows data for five one-year windows. The observations cover the period from 5 8 quarters before the acquisition to 12 quarters after the acquisition, with only the quarter of the acquisition omitted. The target banks are also stratified by their size at the time of acquisition:
banks with assets of less than $100 million, from $100 million to $300 million, from $300 million to $1 billion, and greater than $1 billion. This helps control for any differences in bank behavior or in banking markets that are related to bank size. To be included in a window, the target bank must file a call report at the beginning of the window and at the end of the window, and it must not have been involved in a merger during the one-year period encompassed by the window. For a given asset-size class, the number of target (and peer) banks will vary over time, since a bank is omitted from a window if it engages in a merger acquisition during the one-year window.
Because a bank will disappear from the sample if it fails or is merged into another bank and no longer retains a separate bank charter, and because some acquisitions occur late in our sample period so that data are unavailable for part of the post-acquisition period, the number of target banks will tend to decline as the window becomes further removed from the acquisition quarter.
The data in the table are constructed as the difference between the values for the target banks and those for their peer groups in order to partially control for differences in macroeconomic and market conditions across geographic locations and across time. To identify a similarly situated set of peer banks for each target bank, we chose banks located in the same metropolitan statistical area (MSA) that were in the same size class as the target bank at the time of the acquisition. To be included in a window, peer banks were required to be operating at the 7 beginning and at the end of the one-year window, but did not have to be in operation for the entire five-year period under consideration. As with target banks, banks in their first two years of operation (de novos) and banks engaging in a merger acquisition during the window were not included.
For variables computed as ratios, the numerator and denominator for peer bank values were each formed separately by summing across all peer banks for a given target bank before the ratio was calculated. Peer bank growth rates for each target bank were calculated from the sum Among the banks with less than $100 million in assets, the net income and fee income variables are much smaller than for peer banks prior to the acquisition. However, within three years after the acquisition, these small banks are more profitable and have fee income that accounts for a larger share of their net income compared to their peers. Target banks are less well-capitalized than their peers both before and after the acquisition, with their capital ratio closest to that of their peers immediately following the acquisition, perhaps associated with a capital infusion by the new owners. Target banks also have a higher ratio of nonperforming loans than their peers, and the difference increases substantially immediately following the acquisition, possibly reflecting an understatement of the nonperforming loan problems of target banks prior to 8 the acquisition. However, three years after the acquisition, their past-due loan ratio is above that of their peers, although the difference is smaller than in the year before and the year after the acquisition.
The acquired banks tend to substantially decrease their reliance on core deposits and increase their reliance on purchased funds following the acquisition. Furthermore, they eventually decrease their portfolio share of securities and increase their portfolio share of loans, compared to their peers. Within their loan portfolio, they tend to decrease their emphasis on C&I loans and on consumer loans and increase their emphasis on real estate loans subsequent to the acquisition.
These target banks generally grow much faster than their peers following the ownership change.
For target banks with assets between $100 million and $300 million, the ratio of net income to assets is lower than for their peers until the third year after the acquisition, and they tend to rely increasingly on fee income after the acquisition, measured relative to their peers. The target banks are less well capitalized than their peers prior to the acquisition, but are much better capitalized by the third year after the acquisition. Their ratio of nonperforming loans increases in the second and third year after the acquisition relative to previous periods, as do past-due loans.
After the acquisition, these targets rely less on core deposits and eventually less on purchased funds compared to their peers. The targets tend to place greater emphasis on securities and less emphasis on loans than their peers. As in the smallest asset-size class, the targets' relative emphasis on C&I loans and on consumer loans tends to decline after the acquisition, while the emphasis on real estate loans increases. They tend to grow more rapidly than their peers, both before and after the acquisition.
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Target banks of foreign acquirers in the third size class ($300 million to $1 billion in assets) experience a transitory rise in profitability during the year after the acquisition, but then fall well below the return on assets of their peers by the third year after the acquisition. Following the acquisition, fee income is a much less important source of income for target banks relative to their peers. Target banks are less well capitalized prior to the acquisition, appear to get a capital infusion at the time of the acquisition, and then see their capital position deteriorate relative to their peers. Both the nonperforming loan and past-due loan ratios jump during the third year after the acquisition.
During the second and third years after the acquisition, these banks rely much less on core deposits. They rely much more on purchased funds relative to their peers before as well as after the acquisition. Target banks have a smaller portfolio share of securities compared to their peers, other than during the year prior to the acquisition. On the other hand, the portfolio share of loans drops during the first year after the acquisition before rising substantially above that of their peers.
As was the case with the smaller target banks, the relative emphasis on C&I loans eventually declines and that on real estate loans rises following the acquisition. However, in contrast with the pattern for smaller targets, the relative emphasis on consumer loans rises. Asset growth is fastest, relative to peer banks, during the year before the acquisition. Loan growth drops sharply during the second and third years following the acquisition.
For the largest target banks, net income improves following the acquisition and is actually larger than that of their peers. Fee income is typically a less important source of income for these target banks relative to their peers. Again, it appears that these target banks receive a capital infusion immediately after the acquisition, although they soon again have capital ratios below 10 those of their peers. Target banks in the largest size class improve their nonperforming loan and past-due loan ratios after the acquisition, pushing each below those of their peers. They also show the typical pattern of a reduced reliance on core deposits and increased reliance on purchased funds following the acquisition, although again, they rely more on purchased funds than their peers even before the acquisition. Unlike banks in the other size classes, the largest target banks increase their emphasis on securities and decrease their emphasis on loans, relative to their peers. They also sharply decrease their emphasis on real estate lending, unlike the smaller targets, and eventually decrease their emphasis on C&I loans. While loan growth continues to lag that of their peers after the acquisition, asset growth jumps during the second and third years following the acquisition. Table 1 shows that significant heterogeneity exists in the characteristics and behavior of banks subsequent to a change from domestic to foreign ownership. The variability in the data here permit only a few stylized hypotheses that can be applied to a change from domestic to foreign ownership. Generally, banks that are targets of foreign acquirers are less well capitalized prior to the acquisition and then appear to receive a capital infusion. They also frequently have nonperforming loan ratios above those of their peers. These findings provide some support for the hypothesis that the poor overall performance of foreign bank acquisitions may be due, in part, to a choice of poorly performing targets rather than solely to management decisions after acquisition that impair the efficiency and profitability of the subsidiary. Furthermore, the variations in portfolio allocations and performance measures indicate that foreign owners do not necessarily follow similar strategies after the acquisition. While Table 1 is illustrative, the data do not indicate any striking similarities across asset-size classes. Furthermore, because the 11 composition of the set of targets in a specific size class from one window to the next often changes, the observed patterns reflect both changes in behavior and differences across windows in the set of target banks included. Thus, controlling for other variables in a panel data set is likely to provide better tests of whether the seemingly poor performance of foreign-owned banks is acquired or created.
Data and Methodology
A major component of this study was the clear identification of the foreign ownership of banks in the United States. This is not as straightforward as one might expect and it required significant research. Previous studies have used Call Report identifiers such as the percentage of stock that is foreign-owned or the foreign-ownership code identifier. Unfortunately, examination of those data showed that the series often are inconsistent over time and inconsistent with each other, and they did not always correctly identify foreign-owned banks. As a result, a series of queries was designed for the National Information Center (NIC) data base. To verify the X i,t 0 1 DACQ i,t 2 DMSA 3 DTIME 4 BANK i,t 1 i,t .
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(1)
MSA.) We then included in the data base a control group of banks consisting of all banks headquartered in any MSA that had at least one foreign-owned bank at some time over the period 1984:I to 1997:II. Thus, regions of the country with no foreign-owned banks (approximately one-half of the states) were not included in the data set.
The panel is unbalanced because de novo banks enter the sample and existing banks leave as a result of mergers and/or failures. Because a merger results in a one-time jump in the balance sheet data of the surviving entity, we delete observations in which a bank merger is consummated.
We also omit the first eight quarters of operations of de novo banks. In addition, we omit observations that contain obviously incorrect information, such as asset portfolio shares that are negative or exceed 100 percent. alternative dependent variables includes the capital ratio; nonperforming loans (loans past due 90 days or more plus nonaccrual loans) as a share of total loans; loans past due 30 through 89 days as a share of loans and of assets; the return on assets; the growth rate of loans; and C&I loans, real estate loans, consumer loans, core deposits, and purchased funds, each measured as a share of assets.
9
The first vector of explanatory variables contains a set of (0,1) dummy variables for ownership changes. Four subsets of ownership changes are examined: a domestically owned bank being acquired by another domestic bank holding company, a domestically owned bank being acquired by a foreign entity, a foreign-owned bank being acquired by another foreign banking organization, and a foreign-owned bank being acquired by a domestic bank holding company. In addition to identifying the quarter of the ownership change, the set of dummy variables allows us to identify differences in bank characteristics and performance measures during the quarters immediately prior to the ownership change and subsequent to the change in ownership compared to those at the time of the acquisition.
The period surrounding the acquisition is split into six dummy variables: five to eight quarters prior to the acquisition, one to four quarters prior to the acquisition, the quarter in which the acquisition occurs, one to four quarters after the acquisition, five to eight quarters after the acquisition, and nine or more quarters after the acquisition. This permits an investigation of the adjustments by the seller just prior to the transaction, as well as separate short-run and longer-run adjustments by the new owner. The regression analysis includes the four sets of the six timespecific dummy variables (a total of 24).
14 The first set of six acquisition dummy variables is specified to include all acquisitions, rather than just the set of domestic-domestic acquisitions. The estimated coefficients on these acquisition dummy variables reflect any differences between the characteristics and behavior of domestically owned banks acquired by domestic bank holding companies and those of the set of banks not being acquired during the period. The estimated coefficients on the other three sets of acquisition dummy variables then measure the differences in characteristics and behavior of each of the three other types of acquisitions relative to this base case of domestic to domestic
transactions. This provides two levels of control groups for acquired banks with at least one of the transactors a foreign entity. This allows one to see, for example, how a domestically owned bank acquired by a foreign banking organization differs both from banks in general and from other domestically owned banks acquired by a domestically owned holding company.
The second vector of variables is a set of MSA dummy variables to control for the geographic location of the bank's headquarters. Foreign subsidiaries are heavily concentrated in relatively few locations. It is important to control for geographic location, given the substantial regional differences in economic performance experienced as a result of a series of regional downturns. The third vector of variables contains a set of quarterly dummy variables. Because the ownership changes occurred over a period of more than 13 years under varying economic conditions, it is important to control for the time at which the acquisition occurred, as well as the geographic location of the bank.
The final vector contains bank-specific variables. As could be seen in Table 1 , bank size and the nature of the activities emphasized by management may affect the performance of a bank both before and after an acquisition. Thus, we include a vector of bank-specific variables such as 15 size, performance, and portfolio shares of lines of business, in order to control for differences across particular banking markets.
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If the relatively poor performance of foreign-owned banks is the result of problems at the bank prior to its acquisition, we would expect that targets of foreign banking organizations would have lower capital ratios and higher ratios of nonperforming loans compared to their peers or to domestically owned banks being acquired by other domestic bank holding companies. To the extent that troubled banks targeted by foreign banking organizations had not fully disclosed the extent of their problems, nonperforming loans might increase at the time of acquisition and subsequently decline as the new owner charged off bad loans. As the new owner made loan loss provisions for the inherited problems, loan loss reserves would rise, net income would decline, and capital would decline.
If, instead, problems at foreign-owned banks were created by the decisions of the new management team, we would expect to observe little difference prior to the acquisition in the capital ratios, nonperforming loan ratios, or net income at targets of foreign-owned banking organizations compared to their peer banks or to targets of domestically owned banking organizations. Instead, we should see portfolio shifts at the targets of foreign-owned banking organizations after the acquisition that result in poorer performance once the new policies had been fully implemented.
The equations are estimated with ordinary least squares. A fixed-effects specification was not deemed appropriate for the particular hypothesis tests under consideration here. The basic assumption underlying incorporating a set of bank-specific intercepts is that, conditional on the observed explanatory variables, these intercepts will incorporate the effects of all excluded 16 variables that are the same for a given bank through time but vary across banks. This would include such hard-to-quantify factors as the quality, style, or goals of bank management.
However, the point of our analysis is that a change in ownership is quite likely to change a bank's characteristics, violating the assumption that the factors specific to an individual bank stay constant over time. Still, the included explanatory variables should do a good job of controlling for idiosyncratic bank characteristics, since they capture location-specific, time-specific, and bankspecific effects. Table 2 presents regression results analyzing the financial health of target banks before and after their acquisition. We focus on the capital ratio, the ratio of nonperforming loans to total loans, loans 30 through 89 days past due relative to both total loans and assets, and the return on assets. In each case, the acquisition dummy variables cover a five-year time span around the time of ownership changes. The capital ratio and nonperforming loan ratio reflect the health of the banks. The ratios of nonperforming loans and past-due loans to total loans reflect the quality of the target's loan portfolio, while the ratio of past-due loans relative to assets provides a measure of how serious emerging problems in the loan portfolio are, relative to the size of the bank. The return on assets provides a measure of overall performance. We report the results controlling The dummy variables are ordered chronologically. We include dummy variables for two years before the ownership change, one year before the ownership change, the quarter of the ownership change (the 0 quarter), one year after the ownership change, two years after the ownership change, and nine or more quarters after the ownership change. The regression sample includes information on 1,310 domestic to domestic acquisitions, 123 domestic to foreign acquisitions, 37 foreign to foreign acquisitions, and 34 foreign to domestic acquisitions.
Results
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In the case of ownership changes involving a domestically owned target and a domestic acquirer, prior to the acquisition the target banks tend to be capitalized no differently than other banks and have the same return on assets as banks in general. However, these target banks tend to have fewer nonperforming loans and loans past due. After the acquisition, the new owners 18 recapitalize the banks, although the target banks tend to be less well capitalized than banks in general in the longer run. They also show nonperforming loan ratios that are significantly below those of their peers. During the transition period, target banks have a lower return on assets, relative to all banks, that likely reflects the transition costs associated with the recapitalization and reduction in nonperforming loans, as well as costs associated with changing management information and operating systems. In fact, in the longer run, these target banks are no less profitable than banks not experiencing an ownership change.
For domestic banks acquired by foreign owners, the patterns differ somewhat. Prior to the acquisition, these target banks have lower capital ratios and lower reported returns on assets, compared to domestically owned targets of domestic bank holding companies. They also have more loans 30 through 89 days past due. After the acquisition, their capital ratios improve, but their nonperforming loans and past-due loans rise sharply and their return on assets deteriorates compared to targets in domestic-domestic acquisitions. After nine quarters, these banks have significantly fewer nonperforming loans and much higher capital, although they remain less profitable than domestic-domestic acquisition targets. The lower return on assets is not due to credit problems; these banks have even fewer nonperforming loans than targets of domesticdomestic acquisitions, which have lower levels of nonperforming loans than banks not experiencing an ownership change.
When the target and the acquirer are both foreign-owned, the targets are less well capitalized and have a lower return on assets prior to the acquisition, compared to targets in domestic-domestic acquisitions. After the acquisition, they remain less well capitalized, but nonetheless have fewer past-due loans than the domestic-domestic targets. After nine quarters, 19 such banks remain less well capitalized, but have fewer nonperforming loans and past-due loans, and are no less profitable than banks not experiencing an ownership change or domestically owned banks acquired by domestic bank holding companies.
Foreign-owned banks that are acquired by domestically owned banks clearly are more troubled than most banks prior to the ownership change. Prior to the acquisition, these banks have substantially higher levels of nonperforming loans and past-due loans, compared to targets in domestic-domestic acquisitions. After the acquisition, these banks have higher capital ratios, but maintain their substantially higher levels of nonperforming loans, compared to targets in domesticdomestic acquisitions. Thus, it appears that foreign banks acquired by domestic bank holding companies are troubled banks that are recapitalized by the new owners, which have difficulty eliminating their preexisting credit problems. However, these targets do not have a return on assets below that of targets in domestic-domestic acquisitions.
Overall, some support can be seen for the proposition that at least some of the problems of foreign-owned banks are acquired. Foreign acquisitions of domestic banks usually involve a less well-capitalized bank, whose past-due loan experience increases immediately after the acquisition. However, in the longer run, these target banks reduce nonperforming loan problems relative to other banks. Similarly, when foreign-owned banks are sold to other foreigners, they are less well capitalized prior to the acquisition, and remain so, although the nonperforming loan ratios eventually are reduced below the levels at other banks.
One might think that these results could be sensitive to failed bank transactions, given the large number of banks that failed during our sample period. However, most failed bank transactions were mergers rather than ownership changes in which the acquired bank retained its 20 separate bank charter. When we reestimated the equations omitting all failed banks from our sample, our results were little affected. Similarly, one might be concerned that the results would be sensitive to the inclusion of both commercial banks and savings banks, since the two types of institutions tend to differ in their activities. However, when the equations were estimated with a sample that included only the commercial banks, the results were quite similar.
Table 3 provides evidence that foreign acquirers alter the target banks to differ substantially from other banks generally and from other domestically owned banks acquired by domestic bank holding companies. Domestic acquirers of domestically owned banks buy banks that have slower loan growth and hold smaller portfolio concentrations of C&I loans and larger portfolio concentrations of consumer loans than banks generally. After the ownership change, they increase the portfolio share of real estate loans at the expense of their concentrations in consumer loans and C&I loans. These banks rely more on core deposits and less on purchased funds than banks in general, both before and after the acquisition. In fact, in the longer run (more than nine quarters after the acquisition), their reliance on core deposits is greater and their reliance on purchased funds is less than in any of the earlier periods shown, measured relative to banks generally.
In contrast, foreign acquirers of domestic banks tend to purchase banks that are expanding loans relative to domestic-domestic acquisitions, and they continue that relatively rapid expansion after the transition period. Relative to the targets in domestic-domestic acquisitions, these targets have smaller concentrations in real estate loans and consumer loans and a greater concentration in C&I loans prior to the acquisition. Eventually, these targets of foreign banking organizations have larger real estate loan and smaller C&I loan concentrations than targets involved in 21 domestic-domestic acquisitions, as well as banks in general. Interestingly, foreign acquirers choose banks that have fewer core deposits and more purchased funds prior to the acquisition.
These patterns persist in the longer run.
Foreign acquisitions of banks already owned by other foreign banks also exhibit characteristics that differ from the targets in domestic-domestic acquisitions. The portfolio allocations of these banks differ from those of banks in general and other acquisition targets.
They have a substantially greater C&I loan concentration and a substantially smaller real estate loan concentration compared to other banks, both before and after the acquisition. They also rely less on core deposits and more on purchased funds than banks in general or targets in domesticdomestic acquisitions, both before and after the acquisition, although the divergence is by far the greatest more than nine quarters after the acquisition.
Foreign-owned target banks that are acquired by domestic bank holding companies have smaller consumer loan and larger real estate loan concentrations, rely less on core deposits and more on purchased funds, and are generally shrinking their loans prior to the acquisition. In the long run, these banks grow loans faster, have a smaller C&I loan concentration, and rely less on core deposits than targets in domestic-domestic acquisitions.
Overall, many of the problems and characteristics of foreign-owned banks are present prior to the acquisition. They have lower capital ratios and higher past-due loan ratios, although the past-due loan problem is transitional, not permanent. Furthermore, these targets eventually become better capitalized than their peers.
Many of the portfolio differences that have been identified as causes of poor performance, such as greater reliance on purchased funds and less reliance on core deposits, were present in the 22 target bank prior to the acquisition. In the longer run, levels of nonperforming loans at domesticforeign and foreign-foreign acquisition targets are below those at targets in domestic-domestic acquisitions and at banks in general. Thus, the poor performance is not associated with an inability to control credit risk in a new market. Furthermore, the asset and liability mixes of the targets of foreign acquirers already differ from those of targets in domestic-domestic acquisitions and banks in general, prior to the acquisition. However, the inability to draw core deposits is not unique to foreign-owned acquisitions; domestic acquirers of foreign-owned banks also rely less on core deposits. In addition, domestic acquirers of foreign-owned banks maintain higher nonperforming loan ratios than targets in domestic-domestic acquisitions, while the ratios at both domestic and foreign-owned targets of foreign banking organizations are lower than at banks in general or at targets in domestic-domestic acquisitions.
Conclusion
Earlier research has shown that foreign-owned banks tend to be less profitable and less input-efficient than their domestically owned peers. We also find that foreign acquisitions are less profitable than their domestic peers. However, we find that the target banks of foreign acquirers have less capital and lower returns than other banks prior to the acquisition. In addition, past-due loans at these targets increase in the period immediately after the ownership change. Thus, the targets of foreign acquirers tend to be in poorer financial condition than banks in general or banks targeted by domestic acquirers, even before the acquisition.
DeYoung and Nolle (1996) have noted that the asset and liability management of foreign banks may account for their lower profitability. These targets do increase their portfolio 23 concentration in real estate loans and reduce their concentration in C&I loans. These banks already tend to have a smaller concentration in consumer loans prior to the acquisition. However, with respect to previous evidence of input inefficiencies at foreign-owned banks, these targets rely less on core deposits and more on purchased funds than targets in domestic-domestic acquisitions even before the acquisition, although the reliance on purchased funds is magnified after the acquisition. This may in part reflect the fact that targets of foreign acquirers increase their lending, while the targets in domestic-domestic acquisitions are often decreasing their lending relative to banks generally. The growth funded by purchased funds and the lower ratio of nonperforming loans nine quarters after the acquisition are consistent with foreign banks seeking rapid growth by favorably pricing loans to high-quality borrowers. This strategy is reflected in both their choice of target and the actions of management after the acquisition.
While this study has addressed the issue of what accounts for the relatively poor performance of foreign-owned banks in the United States, it does not address an equally interesting question: Why have foreign banking organizations continued to enter U.S. banking markets? There are a number of possible explanations. First, foreign banking organizations may be maximizing a broader concept of profit. They may follow their customers abroad to better service their needs and to retain these customers (for example, Grosse and Goldberg 1991; Yamori 1998) . Even if the U.S. loans to those customers are not particularly profitable, the retention of the lending relationship may still be in the best interest of the bank. It is the overall profitability of the relationship with that customer that is relevant, not only the marginal contribution to profits made by the bank's U.S. lending to that customer. A second, related reason is that having foreign operations, especially in the United States, may provide a 24 competitive advantage to the bank for its domestic operations. In addition to being able to service the operations of its customers abroad, such operations may be considered a type of R&D investment intended to upgrade techniques and technology that can be exported back to the home country operations. And, such operations may be used to gain prestige or to signal quality to domestic customers. Third, reported profits in a country may be affected by tax considerations, with the bank using transfer pricing to book profits to the banking operation in the lowest tax region. Fourth, the foreign banking organization may expand its overseas operations to avoid restrictions on lending or funding at home (for example, Poulsen 1986) . By booking the loans abroad, the bank could avoid some of its home country regulations. Finally, foreign banking organizations may enter the U.S. and other overseas banking markets to obtain benefits from international diversification.
1.
For example, DeYoung and Nolle (1996) focus on banks in existence for at least five years and Molyneux, Remolona and Seth (1997) examine foreign banks in existence for more than one year. Hodgkins and Goldberg (1981) did focus on the transition period, but their sample included only 25 banks.
2.
We restrict our analysis of foreign-owned banks to subsidiaries of foreign banking organizations. Although branches and agencies of foreign banking organizations account for a larger share of banking activities in the United States than do foreign bank subsidiaries, the subsidiaries are more comparable to U.S.-owned banks. Subsidiaries, unlike branches and agencies, have U.S. bank charters, are separately capitalized, and are more likely to emphasize lines of business (on both the asset and the liability sides of the balance sheet) most similar to those of domestically owned commercial and savings banks of comparable size.
3.
It is important to note that the distribution of new acquisitions by foreign banking organizations across states may be quite different than the distribution of foreign-owned banks across these states. For example, while California and New York accounted for over half of the foreign-owned banks in the United States for most of the sample period, they account for only 17 of the 82 domestic to foreign acquisitions included in Table 1 .
4.
We require four years of history prior to the acquisition to ensure that the data that we use for the two years prior to the acquisition do not include data for the first two years of operations of a de novo bank. The initial quarters of operation of de novo banks tend to be characterized by high capital ratios, low nonperforming loan ratios, and rapid growth associated with a start-up, rather than reflecting the ongoing operations of an established entity. Of the 111 foreign acquisitions of domestically owned banks between 1984:I and 1997:II, 21 did not have the required four years of history prior to the acquisition. Another eight of the targets were omitted from the sample because they did not have a set of peer banks from the same location and in the same asset size class. This left a total of 82 target banks for which information was available for the Table 1 calculations.
5.
The first window includes the period two years prior to the acquisition (from eight quarters through five quarters prior to the acquisition). The second window spans the year immediately preceding the acquisition (fourth through first quarters prior to the acquisition). The third window spans the year immediately following the acquisition (the first through the fourth quarters after the acquisition). The fourth window spans the second year after the acquisition (the fifth through the eighth quarters after the acquisition). The fifth window spans the third year after the acquisition (the ninth through the twelfth quarters after the acquisition). Essentially, we are using the ratio of the averages rather than the average of the ratios for the set of peer banks. We do so for several reasons. The most important reason is that we are using the set of peer bank information to control for aggregate bank activity in the foreign bank's location. Thus, it is the aggregate market rather than the distribution of activity across banks in the market that is relevant. Effectively, we are merging the relevant set of peer banks and using that aggregate entity as the peer bank for the foreign-owned bank. In addition, this method reduces the effect on the peer group data of extreme values from a few individual banks.
7.
The queries consisted of, first, examining the top holder screen to identify foreign banking organizations and verify that the country code was not equal to the United States. The second screen identified U.S. banks owned by foreign individuals or groups of individuals. The third screen identified intermediate parents of a U.S. subsidiary to capture the true percentage of the subsidiary owned by the top holder. Finally, we selected the subsidiaries of foreign bank holding companies operating in the United States, in order to verify that no foreign subsidiary was missed from the first three screens. We used ownership of a controlling interest (greater than 50 percent ownership) of a bank by foreign entities as the criterion for designating that bank as foreign owned.
8.
While this substantially reduces the size of our sample, the results are not very sensitive to the omission of extreme values for the capital ratio and asset and loan growth rates. In fact, some of the results are even stronger when extreme values are included.
9.
Core deposits are the sum of total transactions accounts, MMDAs, and other savings deposits. Purchased funds are the sum of time deposits of $100,000 or more, federal funds purchased and securities sold under agreement to repurchase, and demand notes issued by the U.S. Treasury.
10.
In each specification, we include the logarithm of beginning-of-period bank assets and a (0,1) savings bank dummy variable (to distinguish between savings banks and commercial banks). In addition, the capital ratio, nonperforming loans, and past-due loans equations contain the beginning-of-period values of total loans, total securities, C&I loans, real estate loans, consumer loans, federal funds purchased, core deposits, and purchased funds, each scaled by beginning-ofperiod assets. The beginning-of-period capital ratio and nonperforming loan ratio are added to this list for the loan growth equation. From this set of explanatory variables, we omit the five lagged asset portfolio share variables from the asset portfolio share equations and omit the lagged core deposits and purchased funds variables from the core deposits and purchased funds equations.
11.
While it is well known that quarterly earnings measures can be quite volatile, we choose not to smooth the earnings series, for example, by using earnings over the prior year. The reason for this choice is that using a horizon longer than one quarter would blur the distinction between the new and previous owners that we are trying to capture. For example, earnings over the prior four quarters for the quarter in which ownership changed, as well as for the subsequent three quarters, would reflect, at least in part, decisions made by the previous owner. We include a set of quarterly time dummy variables in our regressions that will capture seasonal effects.
12.
However, the number of observations associated with each of the six dummy variables associated with a given type of acquisition will tend to be less than the number of such acquisitions in the sample, since individual observations are omitted because of a bank being involved in a merger, being in the first two years of de novo operations, or having extreme values for one or more relevant variables (as described earlier). The larger number of observations for domestic to foreign observations here compared to Table 1 can be attributed to several causes. First, we did not require four years of operations prior to the acquisition, as was required for inclusion in the Table 1 sample. Second, we included target banks even if they had no peers of the same size in their MSA, since we included control variables for bank size and location in the regression equations. Finally, the 1984:I to 1997:II sample included banks that had been acquired at some time during 1982 and 1983, using the appropriate acquisition dummy variables to indicate the elapsed time since the acquisition. All data are constructed as the difference between the value for the target bank and that for the set of peer banks for that target bank. a
The number of target banks changes over time because we omit the first two years of operations of a de novo bank and observations in which a b bank is involved in a merger acquisition. Banks also leave the sample if they are merged into another bank or fail. In addition, data for all or part of the period after the acquisition will not be available if the acquisition occurred near the end of our sample. This is the total number of peer banks used for the set of target banks in the asset size class. However, each target bank is compared only to that c subset of these peer banks that are headquartered in the same location as the target bank. The t-statistics are in parentheses below the estimated coefficients. * Significant at the 5 percent level. **Significant at the 1 percent level. Note: Included in the regression but not shown in the table are 67 MSA location dummy variables, 52 quarterly time dummy variables, and a set of bank characteristic variables discussed in the text.
The t-statistics are in parentheses below the estimated coefficients. * Significant at the 5 percent level. **Significant at the 1 percent level.
